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(B) The required rate of employee
contributions is not increased after
May 14, 1990, although the level of com-
pensation at which employee contribu-
tions are required may be increased or
decreased.

(C) All employees are permitted to
make employee contributions under
the plan at a uniform rate with respect
to all compensation, beginning no later
than the last day of the first plan year
to which these regulations apply, as set
forth in §1.401(a)(4)-13 (a) and (b).

(D) The benefits provided on account
of employee contributions at lower lev-
els of compensation are comparable to
those provided on account of employee
contributions at higher levels of com-
pensation.

(iii) Prior year compensation. The
plan’s provisions meet the require-
ments of this paragraph (c)(4)(iii) if
they are part of a plan maintained by
more than one employer that requires
employee contributions and the rate of
required employee contributions, ex-
pressed as a percentage of compensa-
tion for the last calendar year ending
before the beginning of the plan year,
is the same for all employees.

[T.D. 8485, 58 FR 46802, Sept. 3, 1993]

§1.401(a)(4)-7 Imputation of permitted
disparity.

(a) Introduction. In determining
whether a plan satisfies section
401(a)(4) with respect to the amount of
contributions or benefits, section
401(a)(5)(C) allows the disparities per-
mitted under section 401(1) to be taken
into account. For purposes of satis-
fying the safe harbors of §§1.401(a)(4)-
2(b)(2) and 1.401(a)(4)-3(b), permitted
disparity may be taken into account
only by satisfying section 401(1) in form
in accordance with §1.401(1)-2 or
1.401(1)-3, respectively. For purposes of
the general tests of §§1.401(a)(4)-2(c)
and 1.401(a)(4)-3(c), permitted disparity
may be taken into account only in ac-
cordance with the rules of this section.
In general, this section allows per-
mitted disparity to be arithmetically
imputed with respect to employer-pro-
vided contributions or benefits by de-
termining an adjusted allocation or ac-
crual rate that appropriately accounts
for the permitted disparity with re-
spect to each employee. Paragraph (b)
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of this section provides rules for imput-
ing permitted disparity with respect to
employer-provided contributions by ad-
justing each employee’s unadjusted al-
location rate. Paragraph (c) of this sec-
tion provides rules for imputing per-
mitted disparity with respect to em-
ployer-provided benefits by adjusting
each employee’s unadjusted accrual
rate. Paragraph (d) of this section pro-
vides rules of general application.

(b) Adjusting allocation rates—(1) In
general. The rules in this paragraph (b)
produce an adjusted allocation rate for
each employee by determining the ex-
cess contribution percentage under the
hypothetical formula that would yield
the allocation actually received by the
employee, if the plan took into account
the full disparity permitted under sec-
tion 401(1)(2) and used the taxable wage
base as the integration level. This ad-
justed allocation rate is used to deter-
mine whether the amount of contribu-
tions under the plan satisfies the gen-
eral test of §1.401(a)(4-2(c) and to
apply the average benefit percentage
test on the basis of contributions under
§1.410(b)-5(d). Paragraphs (b)(2) and
(b)(3) of this section apply to employ-
ees whose plan year compensation does
not exceed and does exceed, respec-
tively, the taxable wage base, and para-
graph (b)(4) of this section provides
definitions.

(2) Employees whose plan year com-
pensation does not exceed taxable wage
base. If an employee’s plan year com-
pensation does not exceed the taxable
wage base, the employee’s adjusted al-
location rate is the lesser of the A rate
and the B rate determined under the
formulas below, where the permitted
disparity rate and the unadjusted allo-
cation rate are determined under para-
graph (b)(4) (ii) and (iv) of this section,
respectively.

A Rate = 2xunadjusted allocation rate
B Rate = unadjusted allocation rate + per-
mitted disparity rate

(3) Employees whose plan year com-
pensation exceeds taxable wage base. If
an employee’s plan year compensation
exceeds the taxable wage base, the em-
ployee’s adjusted allocation rate is the
lesser of the C rate and the D rate de-
termined under the formulas below,
where allocations and the permitted
disparity rate are determined under
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paragraph (b)(4) (i) and (ii) of this sec-
tion, respectively.
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allocations
C Rate =
plan year compensation —} taxable wage base
D Rat allocations + (permitted disparity rate X taxable wage base)
ate =

plan year compensation

(4) Definitions. In applying this para-
graph (b), the following definitions
govern—

(i) Allocations. Allocations means the
amount determined by multiplying the
employee’s plan year compensation by
the employee’s unadjusted allocation
rate.

(ii) Permitted disparity rate—(A) Gen-
eral rule. Permitted disparity rate
means the rate in effect as of the be-
ginning of the plan year under section
401(1)(2)(A)(i) (e.g., 5.7 percent for plan
years beginning in 1990).

(B) Cumulative permitted disparity
limit. Notwithstanding paragraph
(b)(4)(i1)(A) of this section, the per-
mitted disparity rate is zero for an em-
ployee who has benefited under a de-
fined benefit plan taken into account
under §1.401(1)-5(a)(3) for a plan year
that begins on or after one year from
the first day of the first plan year to
which these regulations apply, as set
forth in §1.401(a)(4)-13 (a) and (b), if im-
puting permitted disparity would re-
sult in a cumulative disparity fraction
for the employee, as defined in
§1.401(1)-5(c)(2), that exceeds 35. See
§1.401(1)-5(c)(1) for special rules for de-
termining whether an employee has
benefited under a defined benefit plan
for this purpose.

(iii) Taxable wage base. Taxable wage
base means the taxable wage base, as
defined in §1.401(1)-1(c)(32), in effect as
of the beginning of the plan year.

(iv) Unadjusted allocation rate.
Unadjusted allocation rate means the
employee’s allocation rate determined
under §1.401(a)(4)-2(c)(2)(i) for the plan
year (expressed as a percentage of plan
year compensation), without imputing
permitted disparity under this section.

(5) Example. The following example il-
lustrates the rules in this paragraph
(b):

Example. (a) Employees M and N partici-
pate in a defined contribution plan main-
tained by Employer X. Employee M has plan
year compensation of $30,000 in the 1990 plan
year and has an unadjusted allocation rate of
five percent. Employee N has plan year com-
pensation of $100,000 in the 1990 plan year and
has an unadjusted allocation rate of eight
percent. The taxable wage base in 1990 is
$51,300.

(b) Because Employee M’s plan year com-
pensation does not exceed the taxable wage
base, Employee M’s A rate is 10 percent (2x5
percent), and Employee M’s B rate is 10.7
percent (5 percent+5.7 percent). Thus, Em-
ployee M’s adjusted allocation rate is 10 per-
cent, the lesser of the A rate and the B rate.

(c) Employee N’s allocations are $8,000 (8
percentx$100,000). Because Employee N’s plan
year compensation exceeds the taxable wage
base, Employee N’s C rate is 10.76 percent
($8,000 divided by ($100,000— (¥2x$51,300))), and
Employee N’s D rate is 10.92 percent (($8,000+
(6.7 percentx$51,300)) divided by $100,000).
Thus, Employee N’s adjusted allocation rate
is 10.76 percent, the lesser of the C rate and
the D rate.

(c) Adjusting accrual rates—(1) In gen-
eral. The rules in this paragraph (c)
produce an adjusted accrual rate for
each employee by determining the ex-
cess benefit percentage under the hypo-
thetical plan formula that would yield
the employer-provided accrual actually
received by the employee, if the plan
took into account the full permitted
disparity under section 401(1)(3)(A) in
each of the first 35 years of an employ-
ee’s testing service under the plan and
used the employee’s covered compensa-
tion as the integration level. This ad-
justed accrual rate is used to deter-
mine whether the amount of employer-
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provided benefits under the plan satis-
fies the alternative safe harbor for flat
benefit plans under §1.401(a)(4)—
3(b)(4)([1)(C)(3) or the general test of
§1.401(a)(4)-3(c), and to apply the aver-
age benefit percentage test on the basis
of Dbenefits under §1.410(b)-5. Para-
graphs (c)(2) and (c)(3) of this section
apply to employees whose average an-
nual compensation does not exceed and
does exceed, respectively, covered com-
pensation, and paragraph (c)(4) of this
section provides definitions. Paragraph
(c)(b) of this section provides a special

§1.401(a)(4)-7

rule for employees with negative
unadjusted accrual rates.

(2) Employees whose average annual
compensation does mnot exceed covered
compensation. If an employee’s average
annual compensation does not exceed
the employee’s covered compensation,
the employee’s adjusted accrual rate is
the lesser of the A rate and the B rate
determined under the formulas below,
where the permitted disparity factor
and the unadjusted accrual rate are de-
termined under paragraph (c)(4)(iii)
and (v) of this section, respectively.

A Rate = 2 X unadjusted accrual rate

B Rate = unadjusted accrual rate + permitted disparity factor

(3) Employees whose average annual
compensation exceeds covered compensa-
tion. If an employee’s average annual
compensation exceeds the employee’s
covered compensation, the employee’s
adjusted accrual rate is the lesser of

C Rate =

the C rate and D rate determined under
the formulas below, where the em-
ployer-provided accrual and the per-
mitted disparity factor are determined
under paragraph (c)(4)(ii) and (iii) of
this section, respectively.

employer-provided accrual

1

average annual compensation — covered compensation

D Rate

_ employer-provided accrual + (permitted disparity factor X covered compensation)

average annual compensation

(4) Definitions. For purposes of this
paragraph (c), the following definitions
apply.

(i) Covered compensation. Covered
compensation means covered com-
pensation as defined in §1.401(1)-1(c)(7).
Notwithstanding §1.401(1)-1(c)(7)(iii), an
employee’s covered compensation must
be automatically adjusted each plan
year for purposes of applying this para-
graph (c).

(ii) Employer-provided accrual. Em-
ployer-provided accrual means the
amount determined by multiplying the
employee’s average annual compensa-
tion by the employee’s unadjusted ac-
crual rate.

(iii) Permitted disparity factor—(A)
General rule. Permitted disparity factor
for an employee means the sum of the
employee’s annual permitted disparity

factors determined under paragraph
(c)(4)(iii)(B) of this section for each of
the years in the measurement period
used for determining the employee’s
accrual rate in §1.401(a)(4)-3(d)(1), di-
vided by the employee’s testing service
during that measurement period.

(B) Annual permitted disparity factor—
(I) Definition. An employee’s annual
permitted disparity factor is generally
0.75 percent adjusted, pursuant to
§1.401(1)-3(e), using as the age at which
benefits commence the lesser of age 65
or the employee’s testing age. No ad-
justments are made in the annual per-
mitted disparity factor unless an em-
ployee’s testing age is different from
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the employee’s social security retire-
ment age. An annual permitted dis-
parity factor that is less than the an-
nual permitted disparity factor de-
scribed in the first sentence of this
paragraph (c)(4)(iii)(B)(I) may be used
if it is a uniform percentage of that
factor (e.g., 50 percent of the annual
permitted disparity factor) or a fixed
percentage (e.g., 0.656 percent) for all
employees.

(2) Annual permitted disparity factor
after 35 years. For purposes of deter-
mining the sum described in paragraph
(¢)(4)(iii)(A) of this section, the annual
permitted disparity factor for each of
the employee’s first 35 years of testing
service is the amount described in
paragraph (c)(4)(iii)(B)(I) of this sec-
tion, and the annual permitted dis-
parity factor in any subsequent year
equals zero. This rule applies regard-
less of whether the end of the measure-
ment period extends beyond an employ-
ee’s first 35 years of testing service.
Thus, for example, if the measurement
period is the current plan year and the
employee completed 35 years of testing
service prior to the beginning of the
current plan year, under this para-
graph (c)(4)(iii)(B)(2) the annual per-
mitted disparity factor in the current
plan year (and hence the sum of the an-
nual permitted disparity factors for
each year in the measurement period)
is zero.

(3) Cumulative permitted disparity limit.
The 35 years used in paragraph
(¢)(4)(iii)(B)(2) of this section must be
reduced by the employee’s cumulative
disparity fraction, as defined in
§1.401(1)-5(c)(2), but determined solely
with respect to the employee’s total
years of service under all plans taken
into account under §1.401(1)-5(a)(3) dur-
ing the measurement period, other
than the plan being tested.

(iv) Social security retirement age. So-
cial security retirement age means so-
cial security retirement age as defined
in section 415(b)(8).

(v) Unadjusted accrual rate.
Unadjusted accrual rate means the nor-
mal or most valuable accrual rate,
whichever is being determined for the
employee under §1.401(a)(4)-3(d), ex-
pressed as a percentage of average an-
nual compensation, without imputing
permitted disparity under this section.

26 CFR Ch. | (4-1-10 Edition)

(5) Employees with negative unadjusted
accrual rates. Notwithstanding the for-
mulas in paragraph (c¢)(2) and (c)(3) of
this  section, if an  employee’s
unadjusted accrual rate is less than
zero, the employee’s adjusted accrual
rate is deemed to be the employee’s
unadjusted accrual rate.

(6) Example. The following example il-
lustrates the rules in this paragraph
(c):

Example. (a) Employees M and N partici-
pate in a defined benefit plan that uses a
normal retirement age of 65. The plan is
being tested for the plan year under
§1.401(a)(4)-3(c), using unadjusted accrual
rates determined using a plan year measure-
ment period under §1.401(a)(4)-3(d)(1)({ii)(A).
Employee M has an unadjusted normal ac-
crual rate of 1.48 percent, average annual
compensation of $21,000, and an employer-
provided accrual of $311 (1.48 percentx$21,000).
Employee N has an unadjusted normal ac-
crual rate of 1.7 percent, average annual
compensation of $106,000, and an employer-
provided accrual of $1,802 (1.7 per-
centx$106,000). The covered compensation of
both Employees M and N is $25,000, and so-
cial security retirement age for both em-
ployees is 65. Neither employee has testing
service of more than 35 years and neither has
ever participated in another plan.

(b) Because Employee M’s average annual
compensation does not exceed covered com-
pensation, Employee M’s A rate is 2.96 per-
cent (2.0x1.48 percent), and Employee M’s B
rate is 2.23 percent (1.48 percent+0.75 per-
cent). Thus, Employee M’s adjusted accrual
rate is 2.23 percent, the lesser of the A rate
and the B rate.

(c) Because Employee N’s average annual
compensation exceeds covered compensation,
Employee N’s C rate is 1.93 percent ($1,802/
($106,000 — (0.5x$25,000))), and Employee N’s D
rate is 1.88 percent (($1,802+(0.75 per-
centx$25,000))/$106,000). Thus, Employee N’s
adjusted accrual rate is 1.88 percent, the less-
er of the C rate and the D rate.

(d) Rules of general application—(1) El-
igible plans. The rules in this section
may be used only for those plans to
which the permitted disparity rules of
section 401(1) are available. See
§1.401(1)-1(a)(3).

(2) Exceptions from consistency require-
ments. A plan does not fail to satisfy
the consistency requirements of
§1.401(a)(4)-2(c)(2)(vi) or §1.401(a)(4)-
3(d)(2)(1) merely because the plan does
not impute disparity for some employ-
ees to the extent required to comply
with paragraph (d)(3) of this section, or

148



Internal Revenue Service, Treasury

because the plan does not impute dis-
parity for any employees (including
self-employed individuals within the
meaning of section 401(c)(1)) who are
not covered by any of the taxes under
section 3111(a), section 3221, or section
1401.

(3) Overall permitted disparity. The an-
nual overall permitted disparity limits
of §1.401(1)-5(b) apply to the employer-
provided contributions and benefits for
an employee under all plans taken into
account under §1.401(1)-5(a)(3). Thus, if
an employee who benefits under the
plan for the current plan year also ben-
efits under a section 401(1) plan for the
plan year ending with or within the
current plan year, permitted disparity
may not be imputed for that employee
for the plan year. See §1.401(1)-5(b)(9),
Example 4. Similarly, if an employee
who benefits under the plan for the
current plan year also benefits under
another plan of the employer for the
plan year ending with or within the
current plan year, disparity may be im-
puted for that employee under only one
of the plans.

[T.D. 8485, 58 FR 46804, Sept. 3, 1993]

§1.401(a)(4)-8 Cross-testing.

(a) Introduction. This section provides
rules for testing defined benefit plans
on the basis of equivalent employer-
provided contributions and defined
contribution plans on the basis of
equivalent employer-provided benefits
under §1.401(a)(4)-1(b)(2). Paragraphs
(b)(1) and (c)(1) of this section provide
general tests for nondiscrimination
based on individual equivalent accrual
or allocation rates determined under
paragraphs (b)(2) and (¢)(2) of this sec-
tion, respectively. Paragraphs (b)(3),
(¢)(3), and (d) of this section provide
additional safe-harbor testing methods
for target benefit plans, cash balance
plans, and defined benefit plans that
are part of floor-offset arrangements,
respectively, that generally may be
satisfied on a design basis.

(b) Nondiscrimination in amount of ben-
efits provided under a defined contribu-
tion plan—(1) General rule and gateway—
(i) General rule. Equivalent benefits
under a defined contribution plan
(other than an ESOP) are nondiscrim-
inatory in amount for a plan year if—

§1.401(a)(4)-8

(A) The plan would satisfy
§1.401(a)(4)-2(c)(1) for the plan year if
an equivalent accrual rate, as deter-
mined under paragraph (b)(2) of this
section, were substituted for each em-
ployee’s allocation rate in the deter-
mination of rate groups; and

(B) For plan years beginning on or
after January 1, 2002, the plan satisfies
one of the following conditions—

(I) The plan has broadly available al-
location rates (within the meaning of
paragraph (b)(1)(iii) of this section) for
the plan year;

(2) The plan has age-based allocation
rates that are based on either a gradual
age or service schedule (within the
meaning of paragraph (b)(1)(iv) of this
section) or a uniform target benefit al-
location (within the meaning of para-
graph (b)(1)(v) of this section) for the
plan year; or

(3) The plan satisfies the minimum
allocation gateway of paragraph
(b)(1)(vi) of this section for the plan
year.

(ii) Allocations after testing age. A plan
does not fail to satisfy paragraph
(b)(1)(HA)(A) of this section merely be-
cause allocations are made at the same
rate for employees who are older than
their testing age (determined without
regard to the current-age rule in para-
graph (4) of the definition of testing age
in §1.401(a)(4)-12) as they are made for
employees who are at that age.

(iii) Broadly available allocation
rates—(A) In general. A plan has broad-
ly available allocation rates for the
plan year if each allocation rate under
the plan is currently available during
the plan year (within the meaning of
§1.401(a)(4)-4(b)(2)), to a group of em-
ployees that satisfies section 410(b)
(without regard to the average benefit
percentage test of §1.410(b)-5). For this
purpose, if two allocation rates could
be permissively aggregated under
§1.401(a)(4)-4(d)(4), assuming the alloca-
tion rates were treated as benefits,
rights or features, they may be aggre-
gated and treated as a single allocation
rate. In addition, the disregard of age
and service conditions described in
§1.401(a)(4)-4(b)(2)(i1)(A) does not apply
for purposes of this paragraph
)W) A).
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